N THE UNI TED STATES DI STRI CT COURT
FOR THE DI STRI CT OF MARYLAND

| N RE ACTERNA CORPORATI ON : Civil Action No. DKC 2003-1131
SECURI TI ES LI Tl GATI ON

MEMORANDUM OPI NI ON
Presently pending and ready for resolution in this class
action alleging violations of federal securities laws are
Def endants’ separate notions to dism ss Plaintiffs’ Consoli dated
Amended Class Action Conplaint under Fed.R Civ.P. 12(b)(6).
Also pending is Plaintiffs’ nmotion to strike certain exhibits
filed by Defendant PricewaterhouseCoopers LLP (“PwC). The

i ssues have been fully briefed and the court now rules, no

hearing being deemed necessary. Local Rule 105.6. For the
foll owing reasons, Plaintiffs’ notion to strike will be granted
in part and denied in part, and the notions to dismss will be
gr ant ed.

| . Backgr ound

A. Factual Background

The followi ng facts are alleged in Plaintiffs’® Consol i dated
Amended Class Action Conplaint (“the conplaint”), filed on

behal f of all persons who purchased or ot herw se acquired shares



of Acterna Corporation (“Acterna” or “the conpany”) connon stock
bet ween August 14, 2001, and October 29, 2002 (“the Class
Period”).! The defendants in this action were five of Acterna’s
nost senior officers leading up to and during the Class Period
(“the individual Defendants”), Clayton, Dubilier & Rice, Inc.
(“ CD&R") , Acterna’s | ar gest shar ehol der, and
Pri cewat er houseCooper (“PwC’), Acterna’s outside auditor.
Def endant Ned C. Lautenbach joined Acterna in 1998, and at all
times during the Class Period was Acterna’s Chairman and Chi ef
Executive O ficer (“CECQ’). Lautenbach was also a principal and
di rector of CD&R. Defendant John D. Ratliff was the Senior Vice
President and Chief Financial O ficer (“CFO") of Acterna’s
conmuni cations test and managenent wunit from June 2000 to
Decenmber 31, 2001. On January 1, 2002, Ratliff became Acterna’s
Corporate Vice President and CFO. Def endant Allan M Kline
served as Acterna’ s Corporate Vice President, CFO, and Treasurer
until Decenmber 31, 2001, when Ratliff took over. Thereafter,
Kline continued as a menber of Acterna’s Board of Directors
(“the Board”). Def endant John R. Peel er had been a nmenber of

the Board since May 21, 1998. In July 2001, he was elected

1 The conpl ai nt al so contains common | aw cl ai ms of fraud and
breach of fiduciary duties on behalf of all persons who
purchased or otherw se acquired shares of Acterna common stock
prior to August 14, 2001 and retained such shares through the

end of the Class Peri od.



Presi dent of the Board. At all times during the Class Peri od,
he was President and CEO of Acterna’ s testing and managenent
busi ness. Def endant Robert W Wodbury, Jr. was, at all
rel evant times, Acterna’s Corporate Vice President and Princi pal
Accounting O ficer.
1. Events Prior to Class Period

Acterna provides test and managenent services for optica
transport, access, and cable networks to custoners | ocated
around the world. In May 2000, Acterna, then known as Dynatech
Corporation, paid $402 mllion to purchase Wvetek Wandel

Goltermann, Inc. (“WAG'). Approximately $274.8 mlIlion of the

purchase price was allocated to goodw ll.? I n August 2000,
Acterna paid $171.5 mllion to purchase Superior Electronics
G oup, I nc. d/ b/ a Cheet ah Technol ogi es (“Cheetah”).
Approxi mately $87.7 mllion of the purchase price was all ocated
to goodw | I. As a result of these acquisitions, Acterna

pur portedly added approximately $362.5 mllion in goodwill to
its bal ance sheet, and positioned Acterna to be, according to

Laut enbach, “a new conmpany with the size, the resources and the

2 According to the conplaint, Acterna was founded i n 1959 as
Dynat ech Corporation, but changed its nanme to Acterna in
Sept enber 2000. For the sake of sinplicity, it will be referred
to as Acterna throughout.



products to becone a |leader in the comrunications solutions
i ndustry.” Paper 28, { 40.

Plaintiffs allege that the nmarket initially responded
positively to Acterna’ s acquisitions, with its share price
soaring from $10.37 on February 14, 2000 (the date of the
announcenent of the merger with WAG to a peak of $41.38 on
August 29, 2000 (immediately after the Cheetah acquisition).
However, during 2001, there was a slowdown in the gl obal
conmuni cations industry, resulting in reduced capital spending
in that sector, which included many custoners for Acterna’s test
and management products. As a result of the sl owdown, Acterna’s
share price began a steady decline, falling from the one-tinme
hi gh of $41.38 on August 29, 2000 to $5.48 on August 14, 2001
(the beginning of the Class Period). As will be discussed
bel ow, throughout the Class Period, Acterna’'s financial well-
bei ng continued to suffer severely as a result of the sl owdown.

2. The Alleged M srepresentati ons and Onm ssions

Plaintiffs allege that throughout the Class Period, Acterna
i ssued nunmerous statements and filed quarterly and annual
reports with the Securities and Exchange Commi ssion (“SEC’) that
t he i ndividual Defendants and PwC knew, or were reckless in not
knowi ng, were materially false and m sleading because they

failed to disclose and/or msrepresented adverse facts about



Acterna’ s financial performance. Essentially, the violations
Plaintiffs’ allege can be boiled down to two main categories:
(1) pertaining to the testing and valuation of Acterna’s
goodwi I I, and (2) pertaining to violations of Generally Accepted
Accounting Principles (“GAAP”").

First, with respect to statenents and om ssi ons concerni ng
Acterna’ s goodwi Il I, in 2001, the Financial Accounting Standards
Board i ssued Fi nanci al Accounting Standards No. 142 (“FAS 142").
FAS 142 requires conpanies to perform an annual test of their
goodwi Il to determine if any inpairnment exists. If so, the
conpany is required to wite down the goodwill and take a charge
agai nst earnings. Plaintiffs allege that throughout the Class
Period, Acterna filed nunmerous reports with the SEC, in which it
stated that it had adopted FAS 142, that it had tested its
goodwi I | pursuant to FAS 142, and that it had determ ned that
its goodw |l was not inpaired. Plaintiffs identify the
following public filings as containing alleged m sstatenents:
(1) First Quarter 2002 10-Q signed by Wodbury and Kline (filed
August 14, 2001); (2) Second Quarter 2002 10-Q signed by
Woodbury and Kline (filed Novenmber 14, 2001); (3) Third Quarter
2002 10-Q signed by Ratliff and Wodbury (filed February 13,
2002); (4) 2002 Annual 10-K signed by all the individual

Def endants (filed June 18, 2002); (5) First Quarter 2003 10-Q



signed by Ratliff (filed August 14, 2002). In addition,
Plaintiffs point to the financial statenments Lautenbach and
Ratliff certified on August 14, 2002, attesting to the accuracy
of Acterna’s statenents, including those regardi ng the adoption
of FAS 142 and the valuation of Acterna’ s goodw | |.

According to Plaintiffs, the Class Period began on August
14, 2001, when Acterna filed its First Quarter 2002 10-Qfor the
period ending June 30, 2001 (“2002 1.Q 10-Q@Q). Inthis filing,

t he conpany stated that although “[t]he provisions of FAS 142

wll be effective for fiscal years beginning after Decenber 15,
2001 . . . the Conpany has el ected to early adopt the provisions
effective April 1, 2001.” Paper 28,  52. Plaintiffs allege

that by stating it had adopted FAS 142, Acterna was representing

that it had tested its goodwi |l for inpairnment, that it would
take a goodwi Il inpairment charge if its goodwi |l was inpaired,
and that if it was not taking a goodwill inpairnment, [it] was
representing that its goodwill was not inpaired.” |Id.

On Novenber 14, 2001, Acterna filed its Second Quarter 2002
10-Q for the period ending Septenber 30, 2001 ("2002 2.Q 10-
Q). Inits filing, Acterna reported that, due to the continued
econom ¢ sl owmdown, net sales were down 12% fromthe same peri od
in the previous year, orders of its critical conmunications test

products were down 49% from the sane period in the previous



year, and it was posting a $147.5 mllion net loss for the
quarter. Wth respect to its goodwill, Acterna reported a net
of $435.8 nmillion of which $379.8 mllion was attributed to the
Communi cations Test division. It also stated that the conpany
had “conpleted its transitional inpairnment test of goodwi |l for
all reporting units required under FAS 142 and determ ned that
goodwi I | [was] not currently inpaired.” 1d., ¥ 59 (quoting 2002
2.Q 10-9Q.

Thr oughout the Class Period, Acterna’'s financial condition
continued to deteriorate steadily. On January 30, 2002, Acterna
i ssued a press release announcing its financial results for the
gquarter ending Decenber 31, 2001. As Plaintiffs admt, the
“news was not good.” Paper 28, T 62. Net sales were down 33%
fromthe same period in the previous year, and down 21%fromthe
previ ous quarter. Sales of communications test products dropped
to $187.2 mllion, down from $243.9 million in the previous
quarter. The conpany also reported a net |oss that quarter of
$74 mllion, or $0.39 per share. However, orders for
conmuni cations test products rose 10%fromthe previous quarter,
but were down 45% from the previous year. The conpany al so
reported a total debt of $1.1 billion. On February 13, 2002,
the conpany filed its Third Quarter 2002 10-Q (“2002 3.Q 10-Q)

reiterating the poor financial results reported in the press



release. It also stated, likeinits earlier quarterly filings,
that the conpany had conpleted its transitional inpairnment test
of goodwi || as required under FAS 142 and had determ ned that
goodwi I I was not currently inpaired.

On May 29, 2002, Acterna issued a press rel ease announci ng
its financial results for the quarter ending March 31, 2002 (the
fourth quarter of fiscal year 2002). Again, the news was bl eak.
The conpany di sclosed that net sales for the quarter were down
46% fromthe sane period in the previous year, and down 15%from
the previous quarter. Sal es of communications test products
were down from $299 million a year earlier to $147 million. |In
addi ti on, communi cations test product orders were down 66%from
the prior year, and 28%fromthe previous quarter. For the full
fiscal year 2002 (April 1, 2001 to March 31, 2002), Acterna’s
net sales were down 17%fromfiscal year 2001. 1In addition, the
conpany reported a net loss for fiscal year 2002 of $375
mllion.

On June 18, 2002, Acterna filed its 10-K Annual Report for
the 2002 fiscal year (“2002 10-K’), which reiterated the
financial results reported in the earlier press release. I n
addition, the conpany explained the nethodology it used to
ascertain whether goodw Il was inpaired, as well as the effect

the inplenmentation of FAS 142 had on valuation of goodwll.



Once again, the conpany stated that it had performed an annua
i npai rment test as required by FAS 142, and had determ ned t hat
goodwi I | was not inpaired. Plaintiffs allege this statement was
bl atantly fal se because, as will be discussed below, “by March
2002 Acterna and PwC had determ ned that Acterna’ s goodw || was
i npaired and that the Conpany would have to take a substantia

goodwi I | inpairment charge.” 1d., | 74.3

On July 31, 2002, Acterna announced its financial results
for the first quarter of fiscal year 2003. Once again, the
conpany reported decreased sales and orders from the previous
quarter. On August 14, 2002, Acterna filed its First Quarter
2003 10-Q (*“2002 1.Q 10-@). In it, Acterna stated:

As a result of the continued industry
sl owdown, the Conpany continues to assess
the value of goodwi Il on a quarterly basis.
Such an assessnent was perfornmed at June 30,
2002 and based on current quarter operating
results and expectations of future earnings,
t he Conpany determ ned that its goodw Il was
not inpaired at June 30, 2002.

Paper 28, 1 77. However, the conpany expressly warned that it

will continue to assess the val ue of goodwi Il for inpairnent on

a quarterly basis and can provide no assurance that an

S PWC is alleged to have issued an essentially unqualified
audit opinion, incorporated in the 2002 10-K, that was itself
materially false and m sleading and represented an “extrene
departure” fromGenerally Accepted Auditing Standards (GAAS) and
CGenerally Accepted Auditing Principles (GAAP). Paper 28, 11
107, 108.



i npai rnment adjustment will not be necessary.” I d. Al so on
August 14, 2002, Acterna issued a press release stating that the
conpany had filed with the SEC its Form 8-K report, wth
attached certifications from Defendants Lautenbach and Ratliff,
in which they attested to the accuracy of Acterna’ s financial
st at enent s.
3. The Goodwi || Wite-off

On October 30, 2002, Acterna issued a press release
announcing its financial results for the second quarter of
fiscal 2003. In addition to reporting yet another di sappointing
quarter of sales and orders, the conpany took a charge of $388
mllion for goodwill and other asset inpairment in the
comruni cations test unit. In part because of the goodw ||
i npai rment charge, the conpany reported a net |oss of $284
mllion for the quarter. By this tinme, the price of Acterna's
common stock had decreased approximately 94% throughout the
Class Period, falling from $5.48 per share on the first day
(August 14, 2001) to $0.33 per share on the last (October 29,
2002) . Despite the bleak financial portrait the conpany had
been painting for several quarters throughout the Class Peri od,
and the dramatic decline in its stock price, Plaintiffs allege

t hat on October 30, 2002, Acterna “shocked the financial markets

10



by taking a nmassive $388 m|llion goodw Il inpairment charge” in
the second quarter of fiscal 2003. 1Id., § 98.

B. Procedural Background

On April 16, 2003, a securities fraud cl ass action was fil ed
agai nst Acterna and the individual Defendants. The first suit
in this class action, Huang et al. v. Acterna Corp., et al.,
Civil Action No: DKC-03-1131, was filed by Sik-Lin Huang, on
behalf of a class consisting of all those who purchased or
ot herwi se acqui red the common stock of Acterna between August 1,
2001 and October 31, 2002, and who were damaged thereby. On
August 9, 2004, the court granted the notion of Joseph De Leo
and Stan Andrew for appointment as lead plaintiffs and their

sel ection of |ead counsel and recaptioned the case as: In re

Acterna Corporation Securities Litigation. See Paper 23. |t
also granted Plaintiffs’ request to file, if necessary, an
amended conplaint. 1d.

On COctober 6, 2004, Plaintiffs filed their Consolidated
Amended Cl ass Action Conplaint, dropping Acterna as a defendant
due to its recent discharge in bankruptcy, and namng, in
addition to the individual Defendants, Pricewaterhouse Coopers

LLP (“PwC’) and Clayton, Dubilier & Rice, Inc., (“CD&R’).* As

41n May 2003, Acterna filed for bankruptcy under Chapter 11
(continued...)

11



nmenti oned above, the anended conplaint was filed on behal f of
all persons who purchased or otherwi se acquired shares of
Acterna common stock between August 14, 2001, and October 29,
2002 (“the Class Period”). Plaintiffs allege in the “first
clainf that the individual Defendants and PwC violated § 10(b)
of the Securities and Exchange Act, 15 U.S.C. § 78j(b) (1997),
and Rul e 10b-5, 17 C.F. R 8§ 240.10b-5, and in the “second cl ai n?
that the individual Defendants and CD&R viol ated 8§ 20(a) of the
Securities and Exchange Act, 15 U.S.C. § 78t(a). Plaintiffs
al so assert clainms for conmmon | aw fraud agai nst the individual
Def endants and PwC, and breach of fiduciary duty against the
i ndi vi dual Defendants.

On January 14, 2005, the individual Defendants, PwC , and
CD&R filed separate notions to dismss, each arguing that
Plaintiffs have failed to state a claim for a violation of 8§
10(b) and Rul e 10b-5, and that they have not net the hei ghtened
pl eading standard required wunder the Private Securities

Litigation Reform Act (“PSLRA”). See Papers 42 (PwC), 44 (the

i ndi vi dual Defendants), and 45 (CD&R).

4(...continued)
of the Bankruptcy Code. Approxi mately five nonths later, it
emerged from Chapter 11 reorganization as a privately held
busi ness owned by CD&R and ot her | enders.

12



1. Standard of Review

A notion to dism ss pursuant to Fed. R Civ.P. 12(b)(6) w Il
not be granted unless “it appears beyond doubt that the
plaintiff can prove no set of facts in support of his claim
whi ch would entitle himto relief.” Conley v. G bson, 355 U S
41, 45-46 (1957). In reviewing the conplaint, the court accepts
all well-pled allegations of the conplaint as true and construes
the facts and reasonable inferences derived therefrom in the
i ght nost favorable to the plaintiff. Ibarra v. United States,
120 F.3d 472, 473 (4t Cir. 1997). In deciding a Rule 12(b)(6)
notion, the court wll consider the facts stated in the
conpl aint and the docunents attached to the conplaint. The
court may al so consi der docunents referred to in the conpl aint
and relied wupon by plaintiff in bringing the action.
Bi ospherics, Inc. v. Forbes, Inc., 989 F.Supp. 748, 749 (D. M.
1997) (citing Cortec Indus., Inc. v. SumHolding, L.P., 949 F. 2d
42, 46-48 (2™ Cir. 1991)). Thus, it is appropriate for the
court to consider any relevant press releases and public
di scl osure docunents referenced and relied upon by Plaintiffs
wi t hout converting the nmotion to dismss into a nmotion for
sunmary judgnent. See Inre Criim Mue, Inc. Securities Litig.,

94 F. Supp.2d 652, 656 (D.Ml. 2000).

13



To survive the motion to dismss, Plaintiffs nust have
all eged facts that show they are entitled to relief on their
substantive causes of action. To state a claimfor relief under
8§ 10(b) and Rule 10b-5, Plaintiffs nmust sufficiently allege that
(1) Defendants made a false statement or om ssion of materi al
fact (2) with scienter (3) upon which Plaintiffs justifiably
relied (4) that proximately caused Plaintiffs’ damages.
Phillips v. LCI Int'l, Inc., 190 F.3d 609, 613 (4!" Cir. 1999)
(citing Hllson Partners Ltd. P ship v. Adage, Inc., 42 F.3d
204, 208 (4th Cir. 1994)). \hen, as here, a plaintiff alleges a
“fraud on the market” theory, it is not necessary to prove
i ndi vidual reliance on the false or m sl eadi ng statenents. See
Longman v. Food Lion, Inc., 197 F.3d 675, 682 n.1 (4" Cir.
1999); In re Criim Me, 94 F.Supp.2d at 656. | nst ead,
Plaintiffs may showthat they indirectly relied on statenents by
relying on the integrity of the nmarket price of the stock.
Longman, 197 F.3d at 682 n. 1. However, as the Suprenme Court
recently has made clear, a plaintiff nust still adequately
all ege “proximte causation and economc |loss” in order to
survive a Rule 12(b)(6) notion. See Dura Pharmaceuticals, Inc.
v. Broudo, 125 S.Ct. 1627, 1633 (2005) (“The [PSLRA] thereby
makes cl ear Congress’ intent to permt private securities fraud
actions for recovery where, but only where, plaintiffs

14



adequately allege and prove the traditional elenents of
causation and |l oss.”).

Because § 10(b) clainms are fraud clainms, the plaintiff nust
al so satisfy the pleading requirenents inposed by Fed. R Civ.P.
9(b). In re Medi nmune, Inc. Securities Litig., 873 F. Supp. 953,
960 (D.Md. 1995). Rule 9(b) requires that “[i]n all avernents
of fraud or m stake, the circunstances constituting fraud or
m st ake shall be stated with particularity.” Particularity of
pl eading is required with regard to the tine, place, speaker and
contents of the allegedly fal se statenent, as well as the manner
in which the statenents are fal se and the specific facts rai sing
an inference of fraud. Medi nmune, 873 F.Supp. at 960; In re
Criim WMae, 94 F.Supp.2d at 657.

The PSLRA inposes additional pleading requirenents on
plaintiffs in securities fraud actions. Most notably, the PSLRA
has heightened the requirenments of Rule 9(b) for pleading
scienter.> Under Rule 9(b), “[malice, intent, know edge, and
ot her condition of m nd of a person may be averred generally.”
Under the PSLRA, however, a conplaint must, “with respect to

each act or om ssion alleged to violate this chapter, state with

5> Scienter is a “nental state enbracing an intent to
deceive, mani pul ate or defraud.” Ernst & Ernst v. Hochfel der

425 U.S. 185, 194 n.12 (1976).

15



particularity facts giving rise to a strong inference that the
def endant acted with the required state of mnd.” 15 U S.C. 8§
78u-4(b)(2). The Fourth Circuit has held that scienter under

the PSLRA may be alleged by “pleading not only intentional

m sconduct, but al so reckl essness,” Ottnmann v. Hanger Orthopedic

Group, Inc., 353 F.3d 338, 344 (4" Cir. 2003), and has defined

reckl essness as “an act so highly unreasonable and such an
extrenme departure from the standard of ordinary care as to
present a danger of m sleading the plaintiff to the extent that
t he danger was either known to the defendant or so obvi ous that

t he defendant nust have been aware of it.” 1d. at 343 (quoting
Phillips, 190 F.3d at 621). Mor eover, in evaluating scienter
al l egations, the Fourth Circuit applies:

a flexible, case-specific analysis .o
[ Clourts should not restrict their scienter
inquiry by focusing on specific categories
of facts, such as those relating to notive
and opportunity, but instead should exam ne
all of the allegations in each case to
det erm ne whet her t hey col l ectively
establish a strong inference of scienter
And, while particular facts denonstrating a
notive and opportunity to commt fraud (or
| ack of such facts) may be relevant to the
scienter inquiry, the weight accorded to
t hose facts shoul d depend on t he
ci rcunmst ances of each case.

16



O tmann, 353 F.3d at 345-46.% In sum to survive a motion to
dismss, plaintiffs must successfully plead with particularity
facts specific to each defendant that create a strong inference
that the defendant acted knowingly or recklessly in making
mat eri al m srepresentations or om ssions. See In re Royal Ahold
N.V. Securities & ERISA Litig., 351 F.Supp.2d 334, 369 (D. M.
2004). They nust al so adequately allege “l oss causation,” i.e.,
a causal connection between the material m srepresentation and
the plaintiffs’ economc |oss. See Dura Pharns., 125 S.Ct. at
1631; Keeney v. Larkin, 306 F.Supp.2d 522, 541 (D.Ml. 2002)
(finding that the plaintiff pled no facts suggesting that the
del ayed disclosure of the allegedly false and m sleading
om ssion was a proxi mte cause of his econom c harm.
I11. Plaintiffs’” Mdtion to Strike

Before turning to the nerits of the dism ssal notions, the
court will first consider Plaintiffs’ notion to strike certain

exhibits filed by Defendant PwC. Specifically, Plaintiffs nove

6 As the court in Ottmann noted, notive and opportunity are
factors that should be considered collectively with the other
all egations in evaluating whether a conplaint successfully
al l eges scienter, but they are not essential. 353 F.3d at
345-46. Although notive nay be a good indication of scienter,
sinply alleging a defendant’s desire to protect his job and
conpensation is not sufficient, because these notives my be
seen as common to all corporate executives. In re Criim Mae,

94 F. Supp. 2d at 660.
17



to strike Exhibits 4, 7, 8, 11, 14, 15, 17, 19, 23, and 25
because they were not referred to in the conplaint and were not
relied upon by Plaintiffs in bringing this action. Paper 55.7

As st at ed above, when ruling on a 12(b)(6) notion, the court
may consi der docunments referred to in the conplaint and relied
upon by the plaintiff in bringing the action. Bi ospherics,
Inc., 989 F.Supp. at 749. “In securities fraud actions, courts
will also examine the other information that was publicly
avail abl e to reasonabl e investors at the tinme the defendant nmade
statements plaintiffs alleged were fraudulent, including
docunments or articles cited in the conplaint, SECfilings, press
rel eases, stock price tables, and other nmaterial on which
plaintiff’'s allegations necessarily rely.” In re First Union
Corp. Securities Litig., 128 F. Supp.2d 871, 883 (WD.N. C. 2001)
(citing Phillips, 190 F.3d at 617). Plaintiffs have not
specifically referred to or discussed any of the exhibits they
seek to strike.

Def endant PwC counters that the exhibits Plaintiffs nove to
strike were in fact relied upon, referred to, and integral to

Plaintiffs’ conplaint. It points to the first paragraph of the

" Plaintiffs do not object to, nor do they dispute the
accuracy of, the remaining Exhibits attached to PwC s notion to
di sm ss.

18



conplaint, in which Plaintiffs state that their allegations are
based on, inter alia, “review and analysis of press releases,
public statenments, news articles, securities analysts’ reports
and ot her publications dissem nated by or concerning Acterna,”
as well as “news articles, public filings, press releases and
ot her public information dissem nated by or concerning [PwC].”
See Paper 28, ¢ 1. However, neither this paragraph, nor any
ot hers, denobnstrates that Plaintiffs relied on the specific
anal ysts’ reports (Exs. 4, 7, 8, 11, and 19) or public newspaper
and newswire articles (Exs. 14, 15, 17, and 23) Plaintiffs seek
to strike. Cft. In re Cree, Inc. Securities Litig., 333
F. Supp. 2d 461, 470 (M D.N C. 2004) (striking certain exhibits
where Plaintiffs had not “explicitly relied” on the articles in
their conplaint, but rather made “oblique references to nedia
cover age” concer ni ng t he al | eged fraudul ent conduct) .
Accordingly, these exhibits will not be consi dered.

On the other hand, Exhibit 25 is a copy of the Dow Jones
U.S. Tel ecommuni cations |Index from August 14, 2001 to October
29, 2002, reflecting t he gener al decline in t he
t el ecommuni cati ons market during the Class Period. See Paper
42, Ex. 25. Plaintiffs do not dispute that Exhibit 25
accurately reflects the slowdown in the global conmmunications

industry that Plaintiffs explicitly refer toin their conplaint.

19



Accordingly, the court can, and will, take judicial notice of
the drop in the Dow Jones Index reflected by Exhibit 25, and
will decline Plaintiffs’ motion to strike that exhibit. See
Gr eenhouse v. MCG Capital Corp., 392 F.3d 650, 655 n.4 (4t Cir.
2004) (taking judicial notice of published stock prices and
br oader market data wi thout converting a notion to dismss into
a motion for summary judgnent); D.E. &J Ltd. P ship v. Conaway,
284 F. Supp.2d 719, 749 (E.D.M ch. 2003) (taking judicial notice
of well-publicized stock prices and market trends wthout
converting a nmotion to dismss into a motion for summary
judgnment in a securities fraud case); In re USEC Securities
Litig., 190 F.Supp.2d 808, 826 n.14 (D. M. 2002) (taking
judicial notice of published New York Stock Exchange data
wi t hout converting notion to dismss into a notion for summary
j udgnment) .
| V. Analysis

The i ndividual Defendants, PwC, and CD&R have all noved to
dismss Plaintiffs’ conplaint on nunerous grounds. The
i ndi vi dual Defendants contend that Plaintiffs’ conplaint fails
to plead facts giving rise to a strong i nference of scienter and
fails adequately to plead | oss causation. PwC asserts the sane
arguments with respect to scienter and |oss causation, and

contends that Plaintiffs have not adequately pled that the

20



conpany’s disclosures with respect to the value of its goodw ||
were false or materially m sleading. In the alternative, it
asserts that Plaintiffs’ federal securities clainms against it
are time-barred. Lastly, CD&R argues that Plaintiffs have
failed to state a claimfor a primary violation of 8§ 10(b), and
accordingly, that the controlling person liability clains under
8§ 20(a) nust be dism ssed as well. See Inre Criim WMae, 94
F. Supp. 2d at 658.

A. Sci ent er

1. The | ndi vi dual Def endants

Plaintiffs allege that the individual Defendants knew, or
were reckless in not know ng, that the value of the goodw ||
acquired from WAG and Cheetah was severely inpaired, and that
the conpany would need to take a charge against earnings.
Further, Plaintiffs allege that, by reporting that Acterna's
goodwi I | was not inpaired, and thus not taking any significant
goodwi | | charge agai nst earnings during the Class Period, the
i ndi vi dual Defendants overstated Acterna’ s earnings, which had
the “cause and effect of creating in the nmarket an
unrealistically positive assessnent of Acterna and its business,
prospects and operations, thus causing the Conpany’s connon
stock to be overvalued and artificially inflated at all rel evant

times.” Paper 28, { 85.
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First, the individual Defendants assert that Plaintiffs
i mproperly rely on the “group pleading doctrine” to establish
scienter. Under this doctrine, corporate officers and directors
who are alleged to be in day-to-day control of the conmpany may
be presuned, for ©pleading purposes, to be collectively
responsi ble for a conpany’s “group published” information such
as prospectuses, registration statenments, annual reports, press
rel eases and other public filings. See In re Criim Me, 94
F. Supp. 2d at 657. Undoubtedly, Plaintiffs’ conplaint is replete
with all egations that the scienter of each individual Defendant
is established, in part, by virtue of his high ranking position
in the conpany. See Paper 28, 1 31, 32, 34, 35, 115-17, and
139. Recogni zing that Judge Blake recently rejected the
application of the “group published” doctrine as “inconsistent
with the particularity and specificity required by the PSLRA and
Rule 9(b),” Plaintiffs, nevertheless, invite this court to apply
it. See In re Royal Ahold, 351 F.Supp.2d at 369. Fol | owi ng
“the sound reasoning of other district courts in this Circuit
that have addressed the issue,” as well as Judge Bl ake, the
court will decline Plaintiffs’ invitation. See, e.g., In re
Royal Ahold, 351 F. Supp.2d at 369; In re Cree, 333 F. Supp. 2d at
471; daser v. Enzo Biochem Inc., 303 F.Supp.2d 724, 734

(E.D.Vva. 2003), rev'd on other grounds, 126 Fed. Appx. 593, 2005
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W. 647745 (4t" Cir. Mar. 21, 2005) (unpublished); Smth v.
Circuit City Stores, Inc., 286 F.Supp.2d 707, 715 (E.D. Va.
2003); In re First Union, 128 F.Supp.2d at 888; In re ClIENA
Corp. Securities Litig., 99 F.Supp.2d 650, 663 n.11 (D.M.
2000); In re Medi mune, 873 F. Supp. at 960-61 n.7. Accordingly,
“Plaintiffs cannot claimthat the individual Defendants’ titles
or positions at [Acterna] establish that they nust have known of
the alleged fraud.” In re Cree, 333 F.Supp.2d at at 734; see
al so Smth, 286 F. Supp.2d at 715 (dism ssing plaintiffs’ attenpt
to establish defendants’ scienter because of their status as
senior officers, access to confidential and proprietary
information, and interaction with other executives); Inre First
Union, 128 F. Supp.2d at 888 (rejecting plaintiffs’ claimthat
“because of their positions as corporate officers, defendants
must have known of the allegedly false and m sl eadi ng nature of
all the alleged m sstatenents”).

Plaintiffs, however, do not rely exclusively on the group
pl eadi ng doctrine to plead the individual Defendants’ scienter.
The conpl aint all eges, and Plaintiffs assert in their opposition
brief, that the individual Defendants’ scienter can also be
established by statenments from four former Acterna enpl oyees.

See Paper 28, 9 118-21; Paper 53 at 19-21. Plaintiffs contend
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that the information provided by these former enployees,
(identified in the conplaint as W1, W2, W3, and W4), gives
rise to a strong inference that the individual Defendants “had
actual know edge or [were] deliberately reckless in failing to
ascertain the fact that Acterna’s goodwill was overstated
t hr oughout the Cl ass Period and that the Conpany was required to
take a substantial charge against earnings pursuant to the
requi rements of FAS 142.” Paper 28, | 122.

First, according to W1, a former accountant and supervi sor
in Acterna’s Corporate Finance Departnent from February 1996 to
Cct ober 2003, the Corporate Finance Department and PwC had
“started doing the work for it [the wite-off] but hadn’'t
finished the analysis yet. W were still recalculating then.
| remenber because of all the work | was doing.” Paper 28, 11
11, 113, 118. From these statenments, Plaintiffs junp to the
concl usi on that “Defendants knew that Acterna would have to take
a significant goodwi |l inpairment charge in March 2002,” but
neverthel ess “continued to represent to the investing public
that its goodwill was not inmpaired.” 1d., § 11. However, far
from confirmng that Defendants “had actual know edge that
Acterna’'s goodwill was inpaired” in Mrch 2002, at nost,
Plaintiffs’ allegations woul d denonstrate that Acterna (and PWC)

was conducting the inpairnent tests as required by FAS 142, but
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had not determ ned whether, and if so, how nuch, Acterna's
goodwi | | was i npaired. In other words, the alleged fact that
Acterna and PWC had “started doing the work for it [the wite-
of f] but hadn’t finished the analysis yet” is not sufficient to
denmonstrate that Acterna and PWC had concluded that Acterna’s
goodwi I | was inpaired. And, it would denonstrate even | ess t hat
any of the individual Defendants knew that Acterna’s goodw ||
was inmpaired. In fact, it nerely denonstrates that as of that
time, no conclusion had been reached, as evidenced by W1 s own
statement that they were “still recal culating.” Not i ceably
absent from the conplaint is an allegation that once the
anal ysis was conplete, Acterna and PWC concl uded that there was
an inpairnment to goodwill, that the individual Defendants were
aware of that conclusion, and that they, nevertheless,
consciously m srepresented in their subsequent statenents that
it was not inpaired. In sum Plaintiffs’ allegations with
respect to what W1 can confirm are not sufficient to
denonstrate that when the conpany ultimtely issued its
subsequent reports, the statenents regardi ng goodw || cont ai ned
therein were either false or m sleading, and, even if they were

false, that the individual Defendants acted with a consci ous or
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reckless effort to defraud sharehol ders.? See Keeney, 306
F. Supp. 2d at 538.

Mor eover, not one of the Plaintiffs’ confidential w tnesses
provi des any information about how the individual Defendants
were involved in any alleged schemes to m srepresent the val ue
of Acterna s goodwi Il or, assum ng such a schenme existed, how
each individual Defendant knew of the alleged fraud. See In re
Cree, 333 F.Supp.2d at 474-75 (finding that although some of the
plaintiffs’ clains regarding inproper business practices nay
have been alleged with sufficient particularity to raise an
i nference that they occurred, “none of the allegations raises a
strong inference that [the Defendant officers and directors]
acted with scienter” because “[n]Jot one of Plaintiffs’
confidential w tnesses provides any information about how the
i ndi vi dual Defendants were involved in the alleged schenmes or
how each Defendant knew of the purported fraud”). As discussed

above, nothing W1 can allegedly provide sheds any |ight on what

8 Furthernmore, because Plaintiffs allege that W1 can
confirmthat “by March 2002 Acterna and PwC had determ ned t hat
Acterna s goodwi Il was inpaired,” the purported facts that W1
can confirm bear only on the alleged m sstatenents made after
March 2002. Thus, W1 s allegations do nothing to raise an
inference of scienter with respect to any defendant for any
al l eged nmisstatements made prior to March 2002. See Paper 28,

19 50-64.
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t he i ndivi dual Defendants knew, or were reckl ess in not know ng,
about the inpairnment of goodwi || during the Class Period.

The all egations regarding the information that W3 and W4
can provide al so do not support a strong inference of scienter
as to each individual Defendant. Plaintiffs allege that W3, a
seni or Fi nanci al Analyst who worked in Acterna’s North Carolina
office, “was aware of [|ongstanding concerns regarding the

val uati on of Cheetah’'s assets” and that he “recall ed di scussi ons

regardi ng the goodwi || associated with the Cheetah acquisition
during which Acterna insiders stated that the goodw Il was
overstated fromthe tine of the acquisition.” Paper 28, T 13
(enphasi s added). Plaintiffs allege that W3 s assessnent of

t he Cheetah acquisition is corroborated by W4, a fornmer Manager
of Acterna’s Professional Services Departnent, who described
Cheetah as a “negative acquisition” that was “conpletely
worthless” and a “liability” from the start. | d. These
al l egations are insufficient to support an i nference of scienter
for several reasons. First, regardless of what W3, W4, or
other “Acterna insiders” were aware of wth respect to the
Cheetah acquisition, Plaintiffs do not allege any facts as to
what the individual Defendants knew and when. For exanple, W3
does not allege when the “discussions . . . regarding the

Cheetah acquisition” took place, and nore inportantly, whether
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any of the individual Defendants were present during these
di scussions, or how else they may have been privy to them
Merely alleging that “Acterna insiders” knew that the goodw ||
associated with the Cheetah acquisition was overvalued is too
general to show that any individual Defendant had know edge
Ct. In re Cree, 333 F.Supp.2d at 475 (stating that the
plaintiffs’ claim that the fraud “was well-known within [the
conpany]” was too general to show that the defendant officers
and directors had know edge of the alleged fraud); In re First
Union, 128 F. Supp.2d at 886 (stating that “at a mninum” the
PSLRA “requires that . . . for each alleged m sstatenment or
om ssion, plaintiffs nust plead facts concerning, for exanple,
when each defendant or other corporate officer l|earned that a
statement was false, how that defendant |[|earned that the
statenment was fal se, and the particul ar docunent or other source
of information from with the defendant canme to know that the
statenment was false”) (citing In re Advanta Corp. Securities
Litig., 180 F.3d 525, 534 (3¢ Cir. 1999) (stating that the PSLRA
requires plaintiffs to plead “who, what, when, where, and how’
in order to establish scienter)).

The closest Plaintiffs come to making an allegation that
woul d support an inference of scienter as to any of the

i ndi vi dual Defendants is their assertion that W2 can confirm
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that Kline, Wodbury, and Ratliff were “intimately involved in
all aspects of the WAG acquisition,” and that they “had primry
responsibility for analyzing the value of the assets acquired
from WAG, including valuation of acquired goodwill.” Paper 28,
1 12. However, this allegation falls short of neeting the
hei ght ened pl eadi ng requi rement for denonstrating scienter for
several reasons. First, this allegation speaks to the know edge
of these individual Defendants with respect to WAG and the
valuation of its goodwill, at the time of acquisition, i.e., My
2000. MWhatever their roles m ght have been at that tine, W2's
informati on does not denonstrate that they had any know edge
regarding the wvaluation of its goodw !l during the Class
Peri od—August 14, 2001 to October 29, 2002-when they were
allegedly “ms[leading] Plaintiffs and the investing public.”
ld., T 8. Moreover, with respect to the falsity of the
statenments, W2 does not provide any specific facts to support
the <conclusory allegations that the statements regarding
goodwi I | rel eased during the Class Period were in fact false or
m sl eading. And, even assum ng the statenents were false, W2
does not provide with any particularity facts giving rise to a
strong inference that when Kline, Wodbury, and Ratliff signed
the various filings, they either knew that the statenments

regarding the inpairnment of goodw !l were false, or were
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reckless in not knowing. See In re e.spire Conmunications, Inc.
Securities Litig., 127 F.Supp.2d 734, 741 (D.Md. 2001) (“Wth
respect to each of [the] statenments, the Conplaint fails to
adequately explain why each statenent was m sl eading and al so
fails to identify with particularity specific facts which would
give rise to a strong inference that each nanmed def endant acted
with scienter.”); In re Boston Technology, Inc. Securities
Litig., 8 F.Supp.2d 43, 57 (D.Mass. 1998) (“A 10b-5 plaintiff
must allege ‘details of [defendants’] alleged fraudul ent
i nvol vement,’ including specifics as to what defendants had
know edge of and when. To satisfy this requirenent, conplaints
typically identify internal reports, nmenoranda, or the |i ke, and
all ege both the contents of those documents and defendants
possession of themat the relevant tinme.”) (internal citations
and footnote omtted). The allegations here sinmply do not
support a “strong inference” that the individual Defendants
“acted with fraudulent intent or that their actions evince an
‘extreme departure’ fromordinary care.” Keeney, 306 F. Supp.2d
at 539; see also Phillips, 190 F.3d at 621.

Plaintiffs also contend that, in additionto the allegations
supported by the four former enployees, the nmotives of the
i ndi vidual Defendants to commit sSecurities violations are

addi tional factors supporting a strong inference of scienter
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“In order to denonstrate notive, a plaintiff must show ‘concrete
benefits that could be realized by one or nore of the false
statements and wrongful disclosure alleged.’” Phillips, 190
F.3d at 621 (quoting Shields v. Citytrust Bancorp., Inc., 25
F.3d 1124, 1130 (2™ Cir. 1994)). The Fourth Circuit has made
clear that allegations, like the ones asserted here, that nerely
charge that executives commtted fraud to prolong the benefits
they hold or to retain an executive position do not, in
t hensel ves, raise a strong i nference of scienter. Phillips, 190
F.3d at 622; In re e.spire, 127 F.Supp.2d at 734; In re Criim
Mae, 94 F. Supp.2d at 661. Recognizing that the scienter inquiry
is not to be restricted “by focusing on specific categories of
facts, such as those relating to notive and opportunity,” facts
(or lack of such facts) denonstrating notive neverthel ess remain
inportant in determning whether the factual allegations
“collectively establish a strong inference of scienter.”
O tmann, 353 F.3d at 345-46. Moreover, the wei ght accorded to
t hose allegations should depend on the circunstances of each
case. | d. Here, where Plaintiffs allegations purporting to
denonstrate the individual Defendants’ scienter are slight at
best, allegations suggesting a notive to engage in fraudul ent
activities would need to be particularly strong to have any

significance. Ct. In re e.spire, 127 F.Supp.2d at 744
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(suggesting the corollary that “when a defendant’s notive to
commt securities fraud is not readily apparent from a
conplaint, the plaintiff faces a nore stringent standard for
establ i shing fraudul ent i ntent and nust state with particularity
facts giving rise to a strong inference of fraud based on
consci ous behavior or severe recklessness”). However
Plaintiffs’ allegations of notive are in the vein of general,
conclusory allegations about the desire of the individual
Def endants to retain their positions. Because such allegations
of notive generally are deemed insufficient, they should be
accorded little, if any, weight and sinply do not bolster
Plaintiffs’ contention that the individual Defendants acted with
the requisite scienter.

Mor eover, “[i]f a notive to commt fraud can be a rel evant
[ al t hough not dispositive] circunstance supporting a claim of
scienter, it would seemthat an inability to show notive can be
a relevant circunstance indicating the lack of scienter.”
Cutsforth v. Renschler, 235 F.Supp.2d 1216, 1250 (M D. Fl a.
2002). Here, Plaintiffs have not all eged any concrete benefits
that could be realized by the alleged false statenments. For
exanple, Plaintiffs do not allege that the individual Defendants
sol d any stock during the class period, thereby taking advant age

of their fraudul ent schene to artificially inflate the conpany’s

32



share price. See Phillips, 190 F.3d at 622 (“To support a claim
of motive based on the benefit a defendant derives from an
increase in the value of his holdings, a plaintiff nust
denonstrate sone sale of ‘personally-held stock’” or ‘insider
trading’ by the defendant.”). The absence of any all egations
t hat any individual Defendant sold any of his personally held
stock at inflated prices “plainly underm nes the contention
regardi ng notive.” Cutsforth, 235 F. Supp.2d at 1250 (citing San
Leandro Energency Medical G oup Profit Sharing Plan v. Philip
Morris Conpanies, Inc., 75 F.3d 801, 814 (2™ Cir. 1996)
(concluding “that the sale of stock by one conpany executive
does not give rise to a strong inference of the conpany’s
fraudul ent intent,” and “the fact that other defendants did not
sell their shares during the relevant class period sufficiently
undernmines plaintiffs’ claim regarding notive”)); see also
Keeney, 306 F.Supp.2d at 535-36 (finding that plaintiffs’
conplaint did not plead a strong inference of scienter in a
“fraud on the market” case where defendants did not make any
sales of their shares during the class period). Thus, where
all egations of insider trading or selling of personally-held

stock “may strengthen an inference of scienter,” In re
M croStrategy, Inc. Securities Litig., 115 F. Supp.2d 620, 643
(E. D. Va. 2000), “there should be a negative inference regarding
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scienter as a result of the plaintiffs’ unsuccessful attenpt to
denonstrate notive.” Cutsforth, 235 F.Supp.2d at 1250; see
also, e.g., Inre e.spire, 127 F. Supp.2d at 743 (concl udi ng t hat
“the trades relied upon by the plaintiffs were not nmde in
gquantities which were suspicious enough to support a strong
inference of scienter”); In re CIENA, 99 F.Supp.2d at 663
(finding that “the fact that the individual defendants sold so
little stock could be construed as negating the inference that
there was fraud”). Plaintiffs, therefore, have not adequately
al l eged facts denonstrating that the individual Defendants had
a notive to engage in securities fraud. This shortfall, coupled
with the weak inferences to be drawn from Plaintiffs’ other
al | egati ons, undermnes Plaintiffs’ assertion that t he
i ndi vi dual Defendants acted with the required state of m nd.
Thus, the absence of any allegations establishing a notive for
t he individual Defendants to engage in securities fraud cuts
agai nst Plaintiffs’ argunent.

Finally, the conpany’s full disclosure of the negative, and,
inPlaintiffs’ own words, “abysmal financial results” during the
time leading up to and throughout the Class Period further
mlitates against an inference of scienter on the part of the
i ndi vi dual Defendants. See Phillips, 353 F.3d at 348 (finding

t hat al t hough a truthful disclosure that reflects negatively on
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a conpany my not be adequate to correct an earlier
m sstatenment, “it nonetheless mlitates against a finding that
[ defendants] acted with a culpable state of mnd’); In re
Bel | south Corp. Securities Litig., 355 F.Supp.2d 1350, 1375
(N. D. Ga. 2005) (“Defendants’ reasonable conduct and substanti al
public disclosures do not denonstrate highly unreasonable
conduct which is an extrene departure from the standards of
ordinary care.”); Cutsforth, 235 F.Supp.2d at 1261 (finding
di scl osures throughout the Class Period of unf avor abl e
i nformati on about the conpany wei ghed agai nst an inference of
scienter on the part of the individual officers). Here, it is
undi sputed that leading up to and throughout the Class Peri od,
Acterna’ s public filings fully disclosed the financial problens
t he conpany was experiencing, and, in fact, attributed sonme of

t hose problens to the WAG and Cheetah acquisitions.?

® For exanple, on Novenber 14, 2000, Acterna filed its Form
10-Q for the period ending Septenber 30, 2000 (“2001 2.Q 10-
Q), the second quarter for the 2001 fiscal year, but the first
quarterly report followi ng consummati on of the WA and Cheet ah
acqui sitions. See Paper 42, Ex. 2. That filing made cl ear that
the two acquisitions had an initial negative i npact on Acterna’s
financial <condition, stating that “[al]s a result of the
substanti al indebtedness incurred in connection with the WAG
Mer ger and the Cheetah acquisition, the Conpany expects that its

interest expense wll be higher and wll have a greater
proportionate inmpact on net income in conparison to prior
periods.” Id. at 12. It also reported an increase in operation

expenses “primarily as a result of the acquisition of WAG which
(continued...)
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In Acterna’s 2002 1.Q 10-Q filed on August 14, 2001 and
identified by Plaintiffs as commencing the Cl ass Period, the
conpany disclosed that it had nounting liquidity needs
“primarily resulting from debt service on the substanti al
i ndebt edness incurred in connection with the WAG Merger and from
t he fundi ng of working capital and capital expenditures.” Paper
42, Ex. 5 at 20. Al t hough net sales were up that quarter
“primarily as a result of the WAG Merger,” see id. at 19, the
conpany al so disclosed that it had $1.1 billion of debt and t hat
it could not provide any assurances that it could neet its debt
service obligations, specifically warning that its “future

operating performance and ability to [neet its debt service

obligations] will be, anong other things, subject to future
econom c conditions and to financial, business and other
factors, many of which are beyond the Conpany’s control.” Id.
at 20.

9C...continued)
ha[d] a higher <cost structure than the Conpany ha[d] had

historically.” I1d. at 17. In addition, the conpany discl osed
that it had an operating | oss of $26.8 nmillion for the quarter,
as conpared to income of $21.6 million for the same period the

prior year because of the “additional anortization expense, the
anortization of the inventory step-up fromthe acquisitions of
WAG and Cheetah, as well as expenses relating to the integration
of WAG with the Conpany’s conmmuni cations test segnent and the
writeoff of in-process research and devel opnent costs.” 1d. at

18.
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For the followi ng four quarters prior to the end of the
Class Period, Plaintiffs own conplaint denonstrates that
Acterna fully disclosed the declining sales, orders, and
revenue, and increasing net I|osses that the conpany was
experiencing. See Paper 28, 11 58-79. Al t hough it reported
t hroughout the Class Period that it had tested its goodw I |
pursuant to FAS 142, finding that it was not inpaired, the
conpany explicitly warned on two separate occasions that due to
the industry sl owdown, goodwi || m ght ultimately be assessed as
i npaired. For exanple, inits 2002 3.Q 10-Q, the conpany war ned
that the “current global econom c downturn has further inpacted
a previously existing downturn in the Conpany’s conmuni cations
test segnent,” and that “[i]f the Conpany’s expectations as to
future results are dimnished significantly, goodwi ||l may be
i npai red and any resul ting noncash i npai rnent charge may have an
adverse effect on results of operations.” Paper 42, Ex. 13 at
4-5, 9. Moreover, in the 2003 1.0Q 10-Q the last 10-Q filed
within the Class Period, although the conpany determ ned that
its goodwi Il was not inpaired for that period, it stated that as
result of the continued industry slowdown, it would “continue to

assess the val ue of goodwi Il for inpairment on a quarterly basis
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and can provide no assurance that an inpairnment adjustnment will
not be necessary in the future.” Id., Ex. 20.1%0

In light of the conpany’s full disclosure of its steadily
declining financial conditions, its pressing liquidity needs and
debt | oad brought on by the WAG and Cheetah acquisitions, as
well as its express warnings about the possibility of a future
i mpai r ment to goodw ||, Plaintiffs’ assertion that t he
i ndi vi dual Def endants consciously or recklessly “msled
Plaintiffs and the i nvesting public regarding Acterna’s busi ness
condi tion, financi al stability and the success of its
acqui sition programand strategy” is unavailing. See Paper 28,
§ 8. Sinmply put, Acterna’'s substantial public disclosures,
which were replete with unfavorable financial information and
express warni ngs about the possibility of witing off goodw I I,
do not give rise to a strong inference of intentional or
reckl ess m sconduct on the part of the individual Defendants.
See In re Bellsouth, 355 F.Supp.2d at 1376 (“That Defendants
generally disclosed the troubles in its Latin Anerican

operations urges against an across the board inference of

101t was the very next quarter, in fact, that Acterna,
“[a]l]s a result of the increasingly severe market conditions,

revised and reduced its long term financial forecast,” and
recorded an inpairnment charge of $374.2 mllion. See id., Ex.
21 at 9-10.
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scienter, as does the fact Defendants, and not sone outside
entity, initiated the inquiry into the inmpairnment of the
goodwi I | that resulted in the [$1.277 billion] wite down.”).

In sum for the reasons discussed above, Plaintiffs’
all egations fail to “collectively establish a strong inference
of” intentional or reckless behavior on the part of the
i ndi vi dual Def endants. See Otmann, 353 F.3d at 345-46.
Accordingly, Plaintiffs’ conplaint does not meet the scienter
pl eadi ng requirements under the PSLRA, and for this reason the
cl ai ms agai nst the individual Defendants nust be dism ssed. 15
U S.C. § 78u-4(b)(2)—-(3).

2. Pri cewat er houseCoopers LLP (PwC)

Def endant PwC has also moved to dismss Plaintiffs’
conpl aint on the grounds that their allegations against PwC do
not raise a strong inference that PwC acted with the requisite
scienter. For many of the same reasons discussed above with
respect to the scienter of the individual Def endant s,
Plaintiffs' allegations fail to support a strong inference that
PwC acted with scienter.

First, Plaintiffs allege that “W1 establishes that at | east
as of March 2002 PwC had actual know edge that the Conpany’s
goodwi I | was overstated and, as a result, PwC knew Acterna’s

financial statenments [after that period] were not prepared in
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accordance with GAAP.” Paper 28, § 109. Plaintiffs then recite
a host of Generally Accepted Accounting Standards (“GAAS’) PwC
allegedly failed to observe. ld., ¢ 110, 112. As di scussed
above, however, to conclude that PwC had actual know edge of an
i npai rment to goodw || based on W1's information would be an
unreasonabl e inferential |eap. According to W1, Acterna's
Cor porate Fi nance Departnent and PwC had “started doi ng the work
for it [the wite-off] but hadn’t finished the analysis yet. W
were still recal culating then. | remenber because of all the
work | was doing.” Paper 28, 7 11, 113, 118. From t hese
statenents, Plaintiffs junp to the conclusion that “Defendants
knew that Acterna would have to take a significant goodw ||

i npai rment charge in March 2002,” but neverthel ess “continued to

represent to the investing public that its goodw Il was not
inpaired.” 1d., Y 11. However, far from confirm ng that PwC
“had actual know edge that Acterna s goodwill was inmpaired” in

March 2002, at nost, Plaintiffs’ allegations denonstrate that
PwC and Acterna were conducting the required inpairnment
anal ysi s, but had not determ ned whether, and if so, how nuch,
Acterna’ s goodwill was inpaired. In other words, the fact that
Acterna and PWC had “started doing the work for it [the wite-
of f] but hadn’t finished the analysis yet” does not sufficiently

denonstrate that PWC had concluded that Acterna s goodw || was
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inpaired. In fact, it nerely denonstrates that as of that tine,
no conclusion had been reached, as evidenced by W1's own
statenment that they were “still recalculating.” As nmentioned
above, absent fromthe conplaint is an allegation that once the
anal ysis was conplete, PW had concluded that there was an
i mpai rment to goodwill, and that it, nevertheless, allowed the
conpany to issue the subsequent statenments that it was not
i npai red. In short, Plaintiffs’ allegations with respect to
what W1 can confirmare not sufficient to denonstrate that when
the conpany ultimately issued its subsequent reports, including
t he 2002 Annual 10-K Report, the statenents regardi ng goodw I |
contai ned therein were either fal se or m sl eading, and, even if
they were false, that PwC acted with either actual know edge of
their falsity or a high degree of reckl essness.

Plaintiffs also allege PwC “knew or was reckless in not
knowing the possibility of fraud due to Acterna s declining
revenues in its key conmuni cations test division, but PwC .

deliberately failed to investigate whether the decline in
revenues and orders for comunications test products and

services would adversely inpact the carrying value of the

goodwi I | that Acterna acquired from the WA and Cheetah
acquisitions.” Paper 28, {1 111. Plaintiffs allege PwC
“deliberately or recklessly ingor[ed] such red flags” in
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vi ol ati on of several GAAS provisions. |d., ¥ 112. 1In order for
reckl essness to provide a strong inference of scienter as
defined by the PSLRA, Plaintiffs “nust all ege facts
denonstrating that ‘the accounting practices were so deficient
that the audit anounted to no audit at all or that . . . no
reasonabl e accountant would have made the same decisions if
confronted with the sane facts.’” In re Royal Ahold, 351
F. Supp. 2d at 385 (quoting Zucker v. Sasaki, 963 F. Supp. 301, 307
(S.D.N. Y. 1997)) (internal quotations and citations omtted).
“The mere m sapplication of accounting principles [such as GAAP
and GAAS] by an independent auditor does not establish
scienter.” I d. (quotation and internal footnotes omtted).
Rat her, Plaintiffs nmust instead allege facts denonstrating that
“the nature of those violations was such that scienter 1is
properly inferred.” In re McroStrategy, 115 F. Supp.2d at 651.
Violations that would contribute to a finding of scienter may
include the auditor’s reckless disregard of “red flags,” or
known risk factors that the auditor should have heeded and in
response nmodified its audit process or opinion. In re Royal
Ahol d, 351 F. Supp.2d at 386.

Plaintiffs offer no support for their allegations that PwC
“failed to investigate” whether the decline in revenues and

sal es woul d adversely inpact goodwill, or that it ignored “red
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flags” associated with Acterna’ s declining financial condition
that could result in an inpairment to goodw lI. Rat her ,
Acterna’ s public filings suggest otherw se. In the conpany’s
fiscal 2002 Annual 10-K, the first public filing after
Plaintiffs allege PwC “had actual know edge” of the inpaired
goodwi I |, Acterna reported that:

During the fourth quarter of fiscal 2002, as
a result of the substantial declining
financi al performance wi t hin t he
communi cations test segnment [which includes
WAG and Cheetah] and resulting reduced
expectati ons for future revenues and
ear ni ngs, managenent perfornmed an assessnment
of the carrying values of long-lived assets
within the communications test segnent.
This assessnment, based on estimated future
cash flows of the assets, discounted to
arrive at a value today, quantified the
i npai rment of acquired intangible assets
(principally core technology). As a result,
a charge of $151.3 mllion was recorded
during the fourth quarter of fiscal 2002.

Paper 42, Ex. 16 at C-20; see also id. at B-10 (explaining that

an assessnent of l|ong-lived assets within the communications
test segnment revealed an inpairnent, resulting in a recorded
charge of $151.3 mllion). Acterna then stated that it had
“conpleted its transitional inpairment test of goodw Il during
the year ended March 31, 2002 for all reporting units required
under FAS 142 . . . and determned that goodw Il was not

i npaired.” ld. at C-21. G ven that FAS 142 specifically
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provides that “[i]f goodwi || and another asset (or asset group)
of a reporting unit are tested for inpairment at the sanme tine,

the other asset (or asset group shall be tested for inpairnment

before goodw |l,” and if “the asset group was inpaired, the
i npai rnment | oss would be recognized prior to goodw |l being
tested for inpairnment,” Plaintiffs’ allegations that the

conpany, and PwC as its outside auditor, failed to adhere to FAS
142 fall flat. They offer nothing to suggest that once the
conpany (and presumably PwC) had tested and determ ned that a
substantial inpairment charge and wite-off for long-lived
assets was required, the conpany then m stakenly concluded no
impai rment to its goodw || existed.

Moreover, in its audit opinion included in the Conpany’s
2002 10-K, PwC reiterated that “[a]s discussed in Note Bto the
consol idated financial statenments, the Conmpany has significant
liquidity needs.” 1d. at C2; see also Paper 28, § 107. Note
B cont ai ns nuner ous war ni ngs and di scl osures regardi ng Acterna’s
significant reductions in revenues, earnings, and operations
resulting from t he econoni ¢ “downt urn wi thin t he
tel ecomruni cati ons sector.” Id. at C8 to C-9. Additionally,
as discussed above, the conmpany explicitly warned on two
separate occasions that due to the industry slowdown, goodwi ||

m ght ultimately be assessed as inpaired. See Paper 42, Ex. 13
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at 4-5, 9; Ex. 20 at 8. These observations denonstrate that,
far from recklessly disregarding “red flags,” or “failing to
investigate” the inmpact of Acterna’ s declining financial
condition on its goodwll, PwC was acutely aware of the
declining financial conditions of the conpany, as it explicitly
recogni zed, as well as the need that a future adjustnment to the
conpany’s goodw || m ght becone necessary.

Plaintiffs al so argue that the magni tude of the m sstat enent
raises a strong inference of PwC s scienter. Paper 54 at 22.
However, unlike many of the conpany defendants in the cases
Plaintiffs cite, Acterna did not restate its earnings or correct
a previous valuation of goodw Il it had reported in error in
prior filings. Thus, unlike in those cases, Plaintiffs cannot
nmerely rest on the conclusory allegation that Acterna’s goodw ||
representations prior to its October 30, 2002 press release, in
whi ch it announced a $388 mlIlion charge for goodw || and ot her
asset inpairnment, were false or m sleading. Rat her, it rmust
provi de sufficient facts to give rise to an inference that when
Acterna represented during the Class Period that there was no
i mpai rment to goodwi ll, that, in fact, there was an inpairnment.
Only then woul d Def endants’ statenments to the contrary be fal se

or m sl eadi ng.
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Plaintiffs point to Acterna’s Oct ober 30, 2002 press rel ease
announcing its financial results for the second quarter of 2003
as if it constituted an earnings restatement, or corrective
di scl osure, of its financial nunbers fromprevious quarters. As
such, they contend that it was an adm ssion that its earlier
statenents were m sl eadi ng and argue that the size of the wite-
of f denmpbnstrates PwC s scienter. See Paper 28, {1 14; Paper 54
at 22-24. To support this argunent, Plaintiffs cite to such
cases as In re Royal Ahold, 351 F.Supp.2d at 342, In re
M croStrategy, 115 F.Supp.2d 636, and In re WrldCom Inc.
Securities Litig., 2003 W 21488087 (S.D.N. Y. June 25, 2003).
See also In re WrldCom Inc. Securities Litig., 352 F. Supp. 2d
472 (S.D.N. Y. 2005). However, in each of these cases, the
def endants restated significant financial nunbers it had
admtted to reporting in error. See In re Royal Ahold, 351
F. Supp.2d at 342 ($1.1 billion restatenent of earnings, $24.8
billion reduction in revenue); In re McroStrategy, 115
F. Supp.2d at 636 (reported net income of $18.9 mllion over a
three year period restated to reflect an actual net |oss of nore
than $36 mIlion and overstated revenues of $66 mllion); In re
Worl dCom 352 F.Supp.2d at 476 (restating approximately $76
billion in adjustnments). Although “the fact that a restatenent
of financials occurred is not sufficient to raise a strong
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i nference of scienter[,] . . . when the nunber, size, timng

nature, frequency, and context of +the msapplication or
restatenent are taken into account, the balance of the
inferences to be drawn from such allegations nmay shift

significantly in favor of scienter.” In re McroStrategy, 115
F. Supp.2d at 634-35; see also In re Atlas Air Wrldw de
Hol dings, Inc. Securities Litig., 324 F.Supp.2d 474, 486
(S.D.N. Y. 2004) (“Although a restatenent is not an adm ssion of
wrongdoi ng, the nere fact that financial results were restated
is sufficient basis for pleading that those statenents were
fal se when made.”). Here, Acterna’s October 30, 2002 press
release is not a restatement or correction of its financial
nunbers from previous quarters, but merely a report of its
financial nunmbers for the second fiscal quarter of 2003. Wth
respect to the goodwi Il i npairnment charge, the conpany expl ai ned
inits 10-Qfiled with the Exchange Conm ssi on:

During the quarter ending Septenber 30,

2002, the market conditions wth the

comruni cations test business experienced

further declines. The Conpany observed a

nore pronounced deterioration in custoner

bookings as well as further reductions in

custoner spending on telecomunications

products.

As a result of the increasingly severe

mar ket conditions, the Conpany revised and

reduced its long term financial forecast.
Based on this revision of the long-term
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out | ook, t he Conpany, assi sted by
i ndependent val uati on consul tants, conpl eted
an assessment of the carrying amount of
goodwi I' | in the communi cati ons test segnent,
as required by SFAS No. 142, “Goodwi |l and
Ot her Intangi ble Assets”. The results of
the inpairnent analysis, which were derived
by utilizing, anong other nethods, a
di scounted <cash flow analysis and an
anal ysis of ot her mar ket conpar abl es,
indicated the carrying amunt of goodw ||
within the comunications test segnent
exceeded its esti mat ed fair val ue.
Accordingly, t he Conpany recorded an
i mpai rment charge of $374.2 mllion. This
char ge was recor ded wi t hin t he
conmuni cations test segnent and has been
included in the inpairnent charge in the
unaudited Statenents of Operations.

Paper 42, Ex. 21 at 9-10. Far from the sort of financial
restatement or corrective disclosure in WrldCom Royal Ahold,
or McroStrategy, Acterna s October 30, 2002 press release and
subsequent 10-Q filing evidence little, if anything, about its
financial statenments during the Class Period. It certainly is
not an acknow edgnment, as Plaintiffs allege, “that Acterna’s
Cl ass Period financi al statements concerning uni npai red goodw | |
were false and m sleading.” Paper 28, § 14; cf. In re Atlas
Air, 324 F.Supp.2d at 487 (“The fact that Atlas announced [in
2002] the need to significantly adjust its reported financials
for 2000 is sufficient to indicate that the conpany’ s reported

financials for the first and second quarter of that year were
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materially false.”). And, even less so is the wite-off a fact
raising a strong inference of PwC s scienter.

Plaintiffs also argue that the alleged violations of GAAP
when coupled with other circunstantial evidence of fraud, give
rise to a strong i nference of PwC s scienter. See, e.g., Inre
M crostrategy, 115 F.Supp.2d at 650-51. However, as stated

above, the “nmere m sapplication of accounting principles

by an i ndependent auditor does not establish scienter.” In re
Royal Ahol d, 351 F. Supp.2d at 386 (quoting Zucker, 963 F. Supp.
at 307). As the McroStrategy court stated:

More is required; specifically, a plaintiff
must al so allege facts tending to show that
“the accounting practices were so deficient
that the audit amobunted to no audit at al
or that no reasonabl e accountant woul d have
made the sanme decisions if confronted with
the same facts.” Zucker, 963 F. Supp. at 307
(quotations omtted). In other words, a
plaintiff alleging an auditor’s scienter
cannot neet the PSLRA pleading standard
sinply by alleging that the auditor violated
GAAS or other pertinent accounting and
auditing principles in perform ng an audit
and ot her services--specifically, by solely
relying on the inferentially anmbi guous fact
that an audit did not conform to GAAS;
instead, a plaintiff nust allege other facts
i ndicating that the nature of t hose
violations was such that scienter is
properly inferred. In sum to neet the
PSLRA pleading burden, a plaintiff nust
all ege facts that place the GAAS viol ations
in a context that “paint a portrait of an
audit so reckless that a jury could infer an
intent to defraud.” Jacobs v. Coopers &
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Lybrand, No. 97-ClV-3374 (RPP), 1999 W
101772, at *14 (S.D.N. Y. March 1, 1999).

In re McroStrategy, 115 F.Supp.2d at 651 (internal footnote
omtted).

Plaintiffs first contend that the confidential wtness
statenents “paint a portrait” of a reckless audit by PwC that
rai ses an inference of an intent to defraud. See Paper 54 at
21. However, as discussed above in sone detail, the statenents
by the confidential w tnesses provide little, if any, support
for an allegation that PwC had actual know edge or was reckl ess
in failing to ascertain that Acterna’s goodw || was
significantly inpaired. Moreover, the argunent that here, like
inIn re McroStrategy, the magnitude of the m sstatenent and
scope of the fraud “lend further probative weight to Plaintiffs’
all egations that the GAAP violations in this case raise a strong
i nference of scienter” is unpersuasive in |ight of the fact that
Acterna, wunlike McroStrategy, did not restate previously
reported financial nunbers that it admtted were initially
reported in error. See In re McroStrategy, 115 F. Supp.2d at
624-27, 651. Moreover, not only were the massive restatenents
critical to that court reaching the conclusion that a strong
i nference of the defendant’'s scienter had been raised, but the

fact that the accounting violations which resulted in such a
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|arge restatenent involved the violation of “relatively
strai ghtforward accounting principles” was inportant as well.
ld. at 652. Here, Plaintiffs admt in their opposition papers
that FAS 142, the main accounting principle that Defendants
allegedly either failed altogether to recognize or to apply
properly, calls for a “conplicated analysis” in determ ning the
i npai rment of goodw | |. See Paper 54 at 13.1! Accordingly,
Plaintiffs’ reliance on In re McroStrategy to support their
assertion that alleged violations of GAAP, coupled wth
circunstantial evidence of fraud such as the magnitude of the
restatenment and the sinplicity of the accounting violations
al l eged, is m splaced.

In sum Plaintiffs’ allegations do not support a strong
i nference that PwC knew or reckl essly disregarded that Acterna’s
financial statements were materially false or m sleading due to

t he purported overval uation of the conpany’s goodw I |. Nor do

11 Moreover, even the article that Plaintiffs’ cite in their
opposition to explain the effect of FAS 142 suggests that its
i npl ementation is not straightforward. See Paper 54 at 3-5. In
it, the authors state that the illustration they provide of the
i npai rment testing process required under FAS 142 “does not
address the conplications faced when estimating the required
fair values” of the various operation segnments, or reporting
unit, a conpany is testing. See Ronald J. Huefner & Janes A
Largay 11, The Effect of the New Goodw || Accounting Rules on
Fi nanci al Statenents, The CPA Journal (Oct. 2004), avail abl e at,
http://ww. nysscpa. org/ cpaj ournal / 2004/ 1004/ essenti al s/ p30. ht m
(last visited July 22, 2005).
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t hey support the conclusory allegation that “had PwC conducted
its audit in accordance with GAAS, it would have di scovered the
massi ve overval uati on of the Conpany’s goodwi ||, the Conpany’s
failure to adhere to and conply with FAS 142, and the Conpany’s
consequent overstatenent of earnings during the reporting
periods in which it failed to tinely wite down its goodwl|.”
Paper 28, { 1009. Plaintiffs’ allegations, taken together, do
not give rise to a strong inference that when PwC audited
Acterna’ s 2002 financial statenents and issued its opinion, “it
reckl essly disregarded or outright ignored the risk of falsity
of [those] financial statenments.” In re Oxford Health Pl ans,
I nc. Securities Litig., 51 F.Supp.2d 290, 295 (S.D.N. Y. 1999).
Because Plaintiffs have failed to “state with particularity
facts giving rise to a strong inference that [PwC] acted with
the required state of mnd,” they have failed to state a claim
for relief against PwC under § 10(b) of the Exchange Act and
Rul e 10b-5 promnul gated thereunder.

B. Loss Causati on

Even if Plaintiffs had sufficiently all eged that one of the
i ndi vi dual Defendants and/or PwC had acted with the requisite
scienter, the conplaint still nust be dism ssed because it fails
to include any allegation to support the essential elenment of

| oss causati on. In any private action arising under the
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Securities and Exchange Act, “the plaintiff shall have the
burden of proving that the act or om ssion of the defendant
alleged to violate this chapter caused the |oss for which the
plaintiff seeks to recover damages.” 15 U S.C. § 78u-4(b)(4).
As the Supreme Court has recently stated, the PSLRA “makes cl ear
Congress’ intent to permt private securities fraud actions for
recovery where, but only where, plaintiffs adequately all ege and
prove the traditional elenments of causation and |oss.” Dur a
Pharms., 125 S. Ct. at 1633 (enphasi s added).!? Accordingly, “[a]
direct or proximate relationship between the |oss and the
m srepresentation nust be shown.” Gasner v. Bd. of Supervisors
of the County of Dinwi ddie, Va., 103 F.3d 351, 360 (4'" Cir.
1996) .

Courts have generally bifurcated the causation pleading
requirenment, requiring that a plaintiff allege facts
establishing both “transacti on causation” and “l oss causation.”
See, e.g., Gasner, 103 F.3d at 360; see also, e.g., Lentell .

Merrill Lynch & Co. Inc., 396 F.3d 161, 172 (2™ Cir. 2005);

2 1n addition to the text of the PSLRA, the |egislative
hi story of the Act also makes clear that this is a pleading
requirenent: “The Conference Committee also requires the
plaintiff to plead and then prove that the m sstatenment or
om ssion alleged in the conplaint actually caused the |oss
incurred by the plaintiff in new Section 21D(b)(4) of the 1934
Act.” H R Conf.Rep. No. 104-369, at 41 (1995) (enphasis added).
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Senmerenko v. Cendant Corp., 223 F.3d 165, 184 (3'¢ Cir. 2000);
Robbi ns v. Koger Properties, Inc., 116 F. 3d 1441, 1447 (11" Cir.
1997). Thus, “[i]n a suit brought under [§8 10(b) and] Rule
10b-5, the plaintiff mnmust show both |oss causation--that the
m srepresentations or omnm ssions caused the econom ¢ harm-and
transaction causation--that the violations in question caused
the [plaintiff] to engage in the transaction in question.”
Gasner, 103 F.3d at 360 (internal quotations omtted) (enphasis
in original); Keeney, 306 F.Supp.2d at 541; Morris v. Wachovia
Securities, Inc., 277 F.Supp.2d 622, 632 (E.D.vVa. 2003) (“It is
settled that causation wunder federal securities laws s
t wo- pronged: a plaintiff nust allege both transacti on causati on,
i.e., that but for the fraudulent statement or om ssion, the
plaintiff would not have entered into the transaction; and | oss
causation, i.e., that the subject of the fraudul ent statenent or
om ssion was the cause of the actual |oss suffered.”).
Transacti on causati on, another way of describing reliance,
requires only an allegation that the m srepresentations or
om ssions caused the plaintiff to engage in the transaction in
questi on. See, e.g., Lentell, 396 F.3d at 172; Robbins, 116

F.3d at 1447; D.E. & J Ltd. P ship, 284 F.Supp.2d at 747. *“As

such, transaction causation is akin to actual or ‘but for
causation.” Robbins, 116 F. 3d at 1447. Here, Defendants do not
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di spute that Plaintiffs have adequately alleged transaction
causation for a fraud on the market case, but only that they
have not and cannot all ege | oss causati on.

“Loss causation ‘is the causal |ink between the all eged
nm sconduct and the economic harm ultimately suffered by the
plaintiff.”” Lentell, 396 F.3d at 172 (quoting Energent Capital
Inv. Mgnt., LLC v. Stonepath Goup, Inc., 343 F.3d 189, 197 (2
Cir. 2003)); see Dura Pharnms., 125 S.Ct. at 1631 (defining | oss
causation as a “causal connection between the material
m srepresentation and the loss”). To establish |oss causation,
“a plaintiff nust show ‘that the untruth was in sone reasonably
direct, or proximte, way responsible for his loss.”” Robbins,
116 F.3d at 1447 (quoting Huddl eston v. Herman & MaclLean, 640
F.2d 534, 549 (5'" Cir. 1981), aff’'d in part, rev'd in part on
ot her grounds, 459 U S. 375 (1983)). Put anot her way, a
plaintiff nmust showthat “the m srepresentati on touches upon the
reasons for the investnment’s decline in value.” Huddleston, 640
F.2d at 549.1 Accordingly, “‘a plaintiff nust allege . . . that

the subject of the fraudul ent statenment or om ssion was the

¥ |In an unpublished opinion, the Fourth Circuit cited
favorably to Huddl eston, stating that “the relevant inquiry is
whet her the m sstatenment, in sone reasonably direct way,
‘touches upon’ the reason for the investnent’s decline in
value.” Carlton v. Franklin, 911 F.2d 721, 1990 W. 116788, at
*4 (4" Cir. Aug. 2, 1990) (per curiam.
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cause of the actual |oss suffered,” i.e., that the ni sstatenment
or om ssion concealed sonmething from the market that, when

di scl osed, negatively affected the value of the security.”
Lentell, 396 F.3d at 173 (internal citation omtted) (quoting
Suez Equity Investors, L.P. v. Toronto-Dom nion Bank, 250 F.3d
87, 95 (2™ Cir. 2001)); see also Semerenko, 223 F.3d at 185
(stating in a fraud on the nmarket case alleging artificially
inflated share prices, “[w here the value of the security does
not actual ly decl i ne as a result of an al | eged
m srepresentation, it cannot be said that there is in fact an
econom c loss attributable to that nisrepresentation”).
Here, Plaintiffs allege:
As a result of the dissem nation of the
materially false and m sl eading informtion

and failure to disclose material facts,
the market price of Acterna s stock was

artificially inflated during the Class
Peri od. In ignorance of the fact market
prices of Acterna's publicly-traded comon
stock were artificially inflated, and
relying directly or indirectly on the false
and m sl eadi ng statenents made by

Def endants, or wupon the integrity of the
mar ket in which the common stock trades,
and/ or on the absence of material adverse
information that was known to or recklessly
di sregarded by Defendants but not disclosed
in public statements by Defendants during
the Class Period, Plaintiffs and the other
menbers of the Class acquired Acterna commpn

st ock duri ng t he Cl ass Peri od at
artificially high prices and were damged
t her eby.
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As a direct and proximate result of

Def endants’ wrongful conduct, Plaintiffs and

the other nenmbers of the Class suffered

damages in connection with their respective

purchases and sal es of the Conpany’s commpn

stock during the Class Period.
Paper 28, 11 141, 144 (enphasis added). Defendants contend that
these specific allegations, as well as others throughout the
conpl aint, do not adequately allege | oss causati on because they
nmerely allege that Defendants’ purported m sstatenents and/or
om ssions artificially inflated the value of Acterna s stock
price, but fail to allege any econom c | oss proxi mtely caused
by Defendants. Plaintiffs counter that the Defendants’ argunent
“di sregard][ s] Plaintiffs’ unequi vocal al | egati ons t hat
Def endants’ fal se and m sl eadi ng statenments concerni ng the val ue
of Acterna s acquired goodw Il — which was worthless — and its
adherence to FAS 142, caused the price of Acterna’s stock to be
artificially inflated throughout the Class Period.” Paper 53 at
25. Plaintiffs urge the court to follow the precedents of the
Eighth and Ninth Circuits wth respect to pleading |oss
causation, which nerely require pleading that the price at the

ti me of purchase was overstated and sufficient identification of

t he cause. |d. at 26.
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It i s now abundantly cl ear, however, that plaintiffs cannot
satisfactorily allege |loss causation sinply by alleging that
t hey purchased securities at artificially inflated prices. In
Dur a Pharmaceuticals, the Supreme Court unani nously rejected the
Ninth Circuit’s perm ssive pleading standard for | oss causati on.
125 S. Ct. at 1629. In that case, the plaintiffs alleged,
simlar to Plaintiffs here, that “[i]n reliance on the integrity
of the market, [the plaintiffs] . . . paid artificially inflated
prices for Dura securities and the plaintiffs suffered damage] s]
thereby.” 1d. at 1630 (internal quotations omtted). Conpare
id., with Paper 28, T 85 (“Defendants’ materially false and
m sl eading statements during the Class Period resulted in
Plaintiffs and other nenbers of the Cl ass purchasing the
Conmpany’s common stock at artificially inflated prices, thus
causi ng the damages conpl ained of herein.”), and § 141. The
Court held this kind of allegation fails adequately to allege
| oss causation. It reasoned:

: Normally, in cases such as this one
(i.e., fraud-on-the- mar ket cases), an
inflated purchase price wll not itself
constitute or proxi mately cause the rel evant
econom c | oss.

For one thing, as a matter of pure
logic, at the nonment the transaction takes
pl ace, the plaintiff has suffered no |oss;

the inflated purchase paynment is offset by
ownership of a share that at that instant
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possesses equi val ent val ue. Mor eover, the

logical link between the inflated share
purchase price and any |ater econom c |o0ss
is not invariably strong. Shares are
normally purchased with an eye toward a
| ater sale. But if, say, the purchaser
sells the shares quickly before the rel evant
truth begi ns to | eak out , t he
nm srepresentation will not have led to any
| oss. If the purchaser sells later after

the truth nmakes its way into the nmarket
pl ace, an initially inflated purchase price
m ght mean a |ater | oss. But that is far
from inevitably so. When the purchaser
subsequently resells such shares, even at a
| ower price, that |ower price my reflect,
not the earlier msrepresentation, but
changed econom c circunstances, changed
i nvest or expectations, newindustry-specific
or firmspecific facts, conditions, or other
events, which taken separately or together
account for sonme or all of that |ower price.
. Ot her things being equal, the |onger
the ti me between purchase and sale, the nore
likely that this is so, i.e., the nore
i kely that other factors caused the |oss.

Dura Pharns., 125 S.Ct. at 1631-32. Looking at the | anguage of
t he PSLRA, the common-| aw roots of securities fraud actions, and
the treatnment of | oss causation by other courts of appeals, the
Court found the Ninth Circuit’s approach “inconsistent with the
law s requirenent that a plaintiff prove that the defendant’s
m srepresentation (or other fraudulent conduct) proximtely
caused the plaintiff’s economc |oss.” ld. at 1633 (citing
favorably to Energent Capital, 343 F.3d at 198; Senerenko, 223

F.3d at 185; Robbins, 116 F.3d at 1448; and Bastian v. Petren
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Resources Corp., 892 F.2d 680, 685 (7" Cir. 1990). From this
principle, the Court found the Dura conplaint legally
insufficient because it (1) failed “to claimthat Dura s share
price fell significantly after the truth became known,” (2)
failed to specify “the relevant economc loss,” and (3) failed
to describe the “causal connection . . . between that |oss and
the m srepresentation[s].” |Id.

Thus, in Dura, the Suprenme Court not only endorsed, but nade
controlling, what had developed in the |ower courts as the
maj ority view al though alleging that a security was
artificially inflated my suffice to plead transaction

causation, loss causation requires the plaintiff to point to

sone causal |ink between the alleged m srepresentations and an
econom c |loss suffered by the plaintiff. “The nmobst conmon
‘causal link’ pled under this rule is a showing that the

plaintiff suffered an economc loss fairly attributable to the
public airing of the alleged fraud, i.e., a significant stock
price decline immediately following the announcenent that

reveals the fraud to the public.” D.E. & J Ltd. P ship, 284
F. Supp. 2d at 748-49, aff’'d, 2005 W. 1386448 (6'" Cir. June 10,
2005) (unpublished); see also Lentell, 396 F.3d at 173;

Senerenko, 223 F.3d at 185; Robbins, 116 F.3d at 1447-48.

60



In Lentell, the Second Circuit affirnmed the di sm ssal of the

plaintiffs’ class action conplaint for failing adequately to
al l ege | oss causation. There, the plaintiffs alleged that when
they invested, they were relying on the integrity of the nmarket
(i ncluding the fraudul ent statenents and om ssions nade by the
def endant conpany during the class period), that the shares
plumeted throughout the <class period, and that their
i nvest nents becane virtually worthless. 396 F.3d at 175. The
court held that even if the defendants’ m sst at ement s
artificially inflated the market price of the conpany’s shares,
the plaintiffs nevertheless failed to allege |oss causation

where there was no allegation that the market reacted
negatively to a corrective disclosure regarding the falsity of
[the defendants’ statenments] and no allegation that [the
defendants] m sstated or omtted risks that did lead to the
loss.” 1d.; see also Robbins, 116 F.3d at 1448 (reversing the
| ower court and holding that the plaintiffs failed to satisfy
the | oss causati on requirenent because there was no evi dence of
a connection between the defendant’s m srepresentati ons and the
economc loss, i.e., the decline in the price of the stock).

In DE. &J, the court dism ssed the plaintiffs’ securities

fraud claim for failing adequately to allege a “causal nexus”

between the alleged msrepresentations and the plaintiffs’
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econom ¢ harm 284 F. Supp.2d at 749. Like Plaintiffs here, the
D.E. & J plaintiffs alleged that a plethora of m sstatenents,
om ssions, and violations of GAAP artificially inflated the
share price of a conpany’s stock (Kmart Corporation) and that
the plaintiffs purchased the stocks at the inflated prices.
Moreover, |ike here, the price of the stock declined steadily
t hroughout the class period, undoubtedly resulting in econom c
| osses to the purchasers. However, relying on the principles
addressed above, the court found that the plaintiffs had not
al | eged a causal connection bet ween t he al | eged
m srepresentations of the defendants “and the econom ¢ harmt hey
suffered as a direct result of the alleged fraud.” 1d. Although
the price of Kmart stock had declined 87% during the class
period, the court took judicial notice of the fact that “the
stock market, in general, was in a period of decline during this
period, and that “in contrast to the substantial decline in
share price that occurred” during the Class Period, “Kmart stock
dropped only $. 05-from $1. 22 to $1.17 [49 —on May 15, 2002, [the
| ast day of the class period,] when the corrective disclosure
was al |l egedly made.” |d. at 749 n. 26.

Here, Acterna’s share price dropped 94% during the Class
Peri od. Not only do Plaintiffs not allege that the rapid

decline in Acterna’ s share price was caused in sonme way by
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Def endants’ alleged m srepresentations or omssions, their
conpl ai nt suggests otherw se, alleging that prior to the Class
Peri od, the gl obal comrunications industry experienced a severe
econom ¢ sl owdown that continued throughout the Class Period.
See general ly Paper 28, § 46. As discussed above, this econonic
sl owdown resulted in a steady decline in sales, orders, and
revenues throughout the Class Period, which, Plaintiffs’
conpl aint denonstrates, the conpany fully disclosed in its
public filings. This decline, however, was not unique to
Acterna, as evidenced by the near 50%drop in the Dow Jones U.S.
Tel ecomuni cati ons I ndex during the Class Period. See Paper 25,
Ex. 25. “IWhen the plaintiff’s loss coincides with a
mar ket w de phenonmenon causing conparable |osses to other
investors, the prospect that the plaintiff’s | oss was caused by
the fraud decreases, and a plaintiff’s claimfails when it has
not adequately ple[]d facts which, if proven, would show t hat
its loss was caused by the all eged m sstatenents as opposed to
i ntervening events.” Lentell, 396 F.3d at 174 (internal
guotations omtted); see also D.E. & J, 284 F.Supp.2d at 749

(“[L] oss causation cannot be found if an intervening cause was
responsible for the plaintiff’s economc 1lo0ss.”). Her e,
Plaintiffs have alleged no facts which, if proven, would show

that their economc loss, i.e., the decline in the val ue of
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t heir purchased stocks, was caused by the all eged m sstatenents
of Defendants, as opposed to an alternative intervening event.
In fact, Plaintiffs’ allegation that “[b]y the time the Conpany
bel atedly admtted the truth — i.e., that the value of its
goodwi I | was severely inpaired — the price of Acterna’ s common
stock had already fallen” is a clear indicator that Defendants’
al | eged fraudul ent conduct did not cause the precipitous decline
in Acterna’s share price during the Class Period. See Paper 28,
71 81.

Moreover, in contrast to the sharp decline in share price
t hat occurred during the Class Period, falling 94%from $5. 48 on
August 14, 2001 to $.33 on October 29, 2002, the price declined
only one penny (or 3%, to $.32 , on the day Acterna announced
its goodwi || inpairment, October 30, 2002. See Paper 28, { 47;
Paper 42, Ex. 1 (chart of Acterna’ s daily stock prices from
Decenmber 21, 1999 to Decenber 20, 2004). Contrary to
Plaintiffs’ allegation that when the conpany revealed the
“truth” about its goodwill inpairnent, it “shocked the financi al
mar kets,” the stock history suggests otherw se. On October 30,
2002, the day the “truth” was revealed, the share price hit a
hi gh of $0.43, well above the closing price the previous day,
ultimtely closing at $.32, only a penny below the previous

day’s ~closing price. This fact strongly suggests that
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Def endants’ all eged m srepresentations bore no relation to the
preci pitous drop that occurred during the Class Period.
Mor eover, al though not alleged by Plaintiffs, the fact that when
the alleged “truth” was reveal ed, or, put another way, when a
corrective disclosure was nmade, the share price only dropped
from $.33 to $.32, coupled with the fact that nearly a week
| ater, on Novenber 4, 2002, Acterna's stock closed at $.37, or
$.04 higher than it did the day before the announced i npairnent,
strongly suggests that any decline in Acterna s share price
after October 30, 2002 was not a result of the alleged fraud
bei ng reveal ed, but rather a continuation of the rapid decline
t hat began due to the econom ¢ slowdown conmencing in 2001.1%
See Paper 42, Ex. 1.

In sum Plaintiffs’ only allegation as to the econom c | oss
suffered is that they purchased Acterna common stock at
artificially inflated prices. The Suprenme Court, endorsi ng what
had devel oped as the mpjority view in the |ower courts, has

plainly held that “the “artificially inflated purchase price’ is

14 Additionally, on December 2, 2002, over a nonth after
the market had the opportunity to digest and consider the
announced i npairnent, Acterna’'s stock price closed at $.33, the
same price at which it closed the day before the inpairnment was
revealed and a penny higher than the day it was reveal ed.
Per haps this accounts for the conplaint’s “failure to claimthat
[ Acterna’s] share price fell significantly after the truth
became known.” Dura Pharnms., 125 S.Ct. at 1634.
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not itself a relevant economc loss.” Dura Pharns., 125 S.Ct.
at 1634. Li ke the Dura conplaint, Plaintiffs’ conplaint does
not claimthat Acterna’s share price “fell significantly after
the truth becane known,” nor does it provide Defendants “with
notice of what the relevant econom c |oss m ght be or what the
causal connection m ght be between that | oss and [Defendants’]
m srepresentation[s].” | d. W thout the requirement that a
plaintiff provide a defendant with sonme indication of the
econom ¢ |l oss and the causal connection, the securities |aws
woul d becone nothing nore than a “partial downside insurance
policy.” I1d. (citing H R Conf.Rep. No. 104-369, at 31). Having
failed to identify the relevant econom c |oss and adequately
al | ege the causal nexus between the alleged nisrepresentations
of Defendants and that loss, Plaintiffs have not sufficiently
pl ed an essential elenent of their § 10(b), Rule 10b-5 claim
Accordingly, for this additional reason, the court will grant
the individual Defendants’ and PwC s respective notions to
di sm ss. 15

C. Section 20(a) Control Person Liability

15 Because PwC is entitled to have the federal clains
against it dismssed on the alternative grounds of failure
sufficiently to allege scienter and failure to allege |oss
causation, the court need not consider its remaining argunents
for dism ssal.
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Plaintiffs’ failure to state a claim for a prinmary
securities fraud violation precludes a finding of control person
liability. Inre Criim Mae, 94 F. Supp.2d at 662 (D. Md. 2000).
The court will therefore dismss Plaintiffs’ claimfor violation
of 8§ 20(a) of the Exchange Act.

D. Common Law Fraud and Breach of Fiduciary Duty Clains

Under 28 U.S.C. § 1367(c)(3), the court has discretion to
decline exercising supplemental jurisdiction over state |aw
clainms if the court “has dism ssed all clains over which it has
original jurisdiction . . . .” See Bigg WlIf Discount Video
Movi e Sales, Inc. v. Montgonery County, Maryland, 256 F. Supp. 2d
385, 400-01 (D.mMd. 2003). In United M ne Workers of Anmerica v.
G bbs, 383 U. S. 715, 726 (1966), the Supreme Court cautioned
that “[n]eedl ess decisions of state |aw should be avoi ded both
as a mtter of comty and to pronote justice between the
parties, by procuring for them a surerfooted reading of
applicable law.” The G bbs Court went on to say that “if the
federal law claim are dism ssed before trial . . . the state
clainms should be dismssed as well.” [Id.; see also Hinson v.
Norwest Fin. South Carolina, Inc., 239 F.3d 611, 617 (4" Cir.
2001) (“[We conclude that under the authority of 28 U S.C. 8§
1367(c), authorizing a federal court to decline to exercise
suppl enental jurisdiction, a district court has inherent power

67



to dism ss the case or, in cases removed from State court, to
remand, provided the conditions set forth in § 1367(c) for
declining to exercise supplenmental jurisdiction have been
met.”).

Plaintiffs argue in their opposition that even if the
federal securities clainms were dism ssed, the court still has
original jurisdiction over this matter pursuant to its diversity
jurisdiction. See 28 U.S.C. § 1332(a).'® First, Plaintiffs
failed to assert diversity as a basis for this court’s
jurisdiction anywhere in their conplaint. Not only is there no
reference to 8§ 1332, Plaintiffs fail to allege the citizenship
of any party, nor do they allege the requisite anount in
controversy. However, in their opposition brief, they assert
that § 1332's requirenents are satisfied because the |ead
Plaintiffs, Joseph De Leo and Stan Andrews, are residents of New
York and Al abama, respectively, “and each of the individual
Def endants accepted service (without protest) at the Conpany’s
headquarters i n Germant own, Maryl and, thus evincing their status

as Maryland residents.” Paper 53 at 37; see G |lnmn v. Weat,

First Securities, Inc., 896 F.Supp. 507, 509 n.3 (D.Md. 1995)

6 Section 1332 grants federal district courts origina
jurisdiction over civil actions where “the matter in controversy
exceeds the sum or value of $75,000, exclusive of interest and
costs, and is between . . . citizens of different States.”
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(“Diversity of citizenship in a class action depends solely on
the citizenship of the naned parties.”). What ever the nere
acceptance of service indicates about the citizenship of the
i ndi vidual Defendants, it denonstrates nothing about the
citizenship of the remaining Defendants.?’

However, accepting Plaintiffs’ assertions as true, and
assum ng the citizenship of De Leo and Andrews is diverse from
all Defendants, they still must neet the anount in controversy
t hreshol d. Plaintiffs contend that because De Leo’'s and
Andrew s “aggregate |osses were $84,169, which exceeds the
$75,000 threshold for diversity jurisdiction,” § 1332's
requi renments are net. Paper 53 at 37 (enphasis added). This
plainly will not suffice, as it is clear that the “requisite
anount in controversy cannot be met by aggregating the separate
claims of individual class plaintiffs.” G Imn, 896 F. Supp. at
509 (citing Snyder v. Harris, 394 U S. 332, 336 (1969)). The

non- aggregation rule “requires that at | east one individual nust
have clainms greater than [$75,000] for a federal court to have

diversity jurisdiction over the action.” G | man, 896 F. Supp. at

17 Moreover, although acceptance of service in Maryland is
enough for this court to exercise personal jurisdiction over the
i ndi vi dual Defendants, see M. Code. Ann., Cts. & Jud. Proc. 8§ 6-
102(a) (2002), it has no bearing on the issue of subject matter
jurisdiction.
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509. Although not addressing this precise issue, the Suprene

Court inplicitly affirmed this rule in Exxon Mbil Corporation
v. Allapattah Services, Inc., 125 S.Ct. 2611, 2615 (June 23,

2005), when it held that “where the other elenents of

jurisdiction are present and at | east one naned plaintiff in the
action satisfies the anount-in-controversy requirenent, 8 1367

does authorize supplenmental jurisdiction over the clains of

other plaintiffs . . . even if those clains are for |ess than
the jurisdictional anount.” See also id. at 2636 (G nsburg, J.,
di ssenting) (recognizing that “in multiparty cases, including

class actions, [the Court has] unyieldingly adhered to the
nonaggregation rule”).

Because De Leo and Andrews inperm ssibly attenpt to
aggregate their clains to neet the jurisdictional threshold, and
a review of their certifications to this court when seeking
appoi ntnent as lead plaintiffs indicates that their individual
claims are well below the jurisdictional threshold, this court
does not have diversity jurisdiction over this matter. See
Paper 21, Ex. C (approximte |osses of $47,419 and $36, 750
respectively). Because the court will disniss the clainms over
which it has federal question jurisdiction, and does not have
any ot her basis for exercising original jurisdiction, the court

will decline to exercise supplenmental jurisdiction over the
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remai ning state law clains. Accordingly, Plaintiffs’ remaining
state law clainms will be dism ssed without prejudice.?®®

E. Motion to Anend the Conpl ai nt

Finally, in a footnote to one of their opposition briefs,
Plaintiffs request an opportunity to anend the conplaint if the
court deens the clainms against Defendants insufficiently pled.
See Paper 53 at 42 n.30. Rule 15(a) provides in part that | eave
to anmend “shall be freely given when justice so requires.”
Fed. R. Civ.P. 15(a). “In fact, such | eave ‘shoul d be denied only
when t he anmendnent would be prejudicial to the opposing party,
t here has been bad faith on the part of the noving party, or the
amendment woul d be futile.”” Franks v. Ross, 313 F.3d 184, 193
(4th Cir. 2002) (quoting Edwards v. City of Goldsboro, 178 F.3d
231, 242 (4" Cir. 1999)) (internal quotation and citation
omtted). The decision whether to grant |eave to anmend rests
“Within the sound discretion of the district court.” Davis V.
Virginia Comonwealth Univ., 180 F.3d 626, 628 (4" Cir. 1999)
(citing Foman v. Davis, 371 U.S. 178 (1962)); see also Medigen

of Kentucky, Inc. v. Pub. Serv. Conmin of West Virginia, 985

8 Plaintiffs request remand, rather than dism ssal, of
their state law clainms, citing to H nson. See Paper 53 at 37
n.27. This case was filed originally in this court, rather than
renmoved fromstate court, and thus, is not subject to remand.
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F.2d 164, 167-68 (4'" Cir. 1993) (noting that “the federal rules
strongly favor granting | eave to anend”).

Considering the length of Plaintiffs’ conplaint, which
denonstrates a thorough, albeit insufficient, effort to conply
with the pleading requirenents of the PSLRA, and the nature of
its deficiencies, particularly with respect toits inability to
al | ege any causal connection between Plaintiffs’ econom c |oss
and Defendants’ alleged msstatenments, the court concludes
allowing Plaintiffs an opportunity to amend would be futile
There is no indication in their |engthy and spraw i ng conpl ai nt,
or in their opposition papers, that Plaintiffs would be able to
state with particularity any additional facts giving rise to a
strong inference that PwC or the individual Defendants acted
with the requisite scienter. Moreover, in light of the |oss
causation discussion above, including the acknow edgment by
Plaintiffs of intervening negative market forces, and Acterna’s
stock history prior to and after the alleged “truth was
revealed,” it appears beyond doubt that Plaintiffs can put forth
no facts supporting the necessary elenment of |oss causation.
Accordingly, Plaintiffs request to anend their conplaint will be

deni ed.
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V. Concl usi on

For the foregoing reasons, Plaintiffs federal securities

claims will be dism ssed for failure to state a claim and the
remai ning state law clains will be dism ssed wi thout prejudice.
[ s/

DEBORAH K. CHASANOW
United States District Judge

July 26, 2005
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